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Initial Post-Hearing Brief of
United States Department of Defense

and all other Federal Executive Agencies

1 The  Unite d S ta te s  De pa rtme nt of De fe nse  a nd a ll othe r Fe de ra l Exe cutive  Age ncie s

2 ("DoD/FEA"), by a nd through the ir unde rs igne d counse l, file  this  Initia l Pos t-He a ring Brie f.

3 DoD/FEA pre s e nte d two witne s s e s  in this  proce e ding. Micha e l Gonna n te s tifie d

4 conce rning re turn on e quity ("ROE"), ove ra ll cos t of ca pita l, a nd fa ir va lue  ra te  of re turn

5 ("FVROR"). Mr. Gorma n file d dire ct te s timony, a nd a ls o file d s urre butta l te s timony in

6 oppos ition to the ROE and FVROR conta ined in the  non-unanimous l Se ttlement Agreement

7 ("Settlement") and recommended tha t ra ther than an increase  of $81 .5 million, Tucson Electric

8 P owe r Compa ny ("TEP " or "Colnpa ny") should re ce ive  a n incre a se  of not more  tha n $67.3

9 million .

10 DoD/FEA pre sented Maurice  Brubake r a s  the  witness  on cos t of se rvice  and revenue

11 a lloca tion. Mr. Bruba ke r supports  use  of the  a ve ra ge  a nd e xce ss  ("A&E") me thodology, a nd

12 ma ke s  a  re comme nda tion with re spe ct to the  a ppropria te  a lloca tion of wha te ve r a mount of

13 increase  the  Commission finds  appropria te  for TEP. Atta c hme n t A to this  brie f se ts  forth how

14 DoD/FEA re comme nds  tha t e ithe r the  $81.5  million  incre a s e  tha t is  the  s ubje ct of the

15 Se ttle me nt, or the  $67.3 million incre a se  tha t would re sult from a doption of DoD/FEA's  cos t

16 of capita l recommendations, would be  a lloca ted among customer classes . These  a lloca tions

S igna torie s  were  Tucson Electric Power Company, Arizona  Corpora tion Commiss ion
Utilitie s  Divis ion ("S ta ff"), Re s ide ntia l Utility Cons ume r Office  ("RUCO"); Fre e port Mine ra ls
Corpora tion ("Fre e port Mine ra ls "), Arizona ns  for Ele ctric Choice  a nd Compe tition ("AECC"),
Arizona  Inve s tme nt Council ("AIC"), We s te r Re s ource  Advoca te s  ("WRA"), Wa l-Ma rt
S tores , Inc, and Sam's  West, Inc, (collective ly "Wal-Mart"), Noble  Americas  Energy Solutions ,
LLC ("Noble  S olutions"), The  Kroge r Co. ("Kroge r"), a nd S ie rra  Club.
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1 are  based on the  methodology sta ted in Mr. Brubaker's  direct testimony and as described a t the

2 he a ring. S hould the  Commis s ion choos e  a n a mount in be twe e n the s e  two numbe rs , the

3 appropria te  a lloca tion could be  de te rmined using the  same methodology.

4 I.  NO N-UNANIMO US S E TTLE ME NT AG R E E ME NT

5 The  S e ttle me nt tile d with the  Arizona  Corpora tion Commis s ion ("Commis s ion") on

6 Augus t 15, 2016 is  ba sed on a  proposed ROE of 9.75% and a  capita l s tructure  cons is ting of

7 50.03% common equity and 49.97% long-te rm debt, which produces  an ove ra ll ra te  of re turn

8 of 7.04%. It a lso spe cifie s  a n FVROR of 5.34%, which includes  a  fa ir va lue  re turn increment

9 of l.0%. These  pa ramete rs  re sult in a  revenue  increase  of $81.5 million for TEP.2

10 I.A. The Non-Unanimous Settlement Agreement is Not Reasonable

11 DoD/FEA did not join the  Se ttlement because  it conta ined a  revenue  requirement tha t

12 is  excessive  and will produce  ra tes  tha t a re  not just and reasonable . DoD/FEA witness  Gorman

13 testified that the  se ttlement revenue requirement is  oversta ted by a t least $14.2 millions because

14 the  ra te  of re turn component of the  se ttlement is  excessive .

15 In his  surre butta l te s timony Mr. Gorma n outline d the  ma jor fla ws  with the  Se ttle me nt.

1 6 The  Se ttle me nt is  ba se d on a n infla te d ROE of 9.75% a nd FVROR of 5 .34%. Mr. Gorma n

17 sta tes  tha t the  record in this  case  conta ins  irre futable  marke t evidence  tha t the  current marke t

18 cos t of e quity for e le ctric utilitie s  is  no highe r tha n 9.5%,4 a nd a n FVROR is  no highe r tha n

19 5.2%. All non-Compa ny witne sse s  in this  proce e ding re comme nde d a n ROE in the  ra nge  of

2Sett1ement at 3-4.
Gorman Surrebutta l a t 5.
Gorman Surrebutta l a t 5, 7-9 and Exhibit MPG-24.
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TABLE 1

ROE Recommenda tions

P a rty (Witne s s ) ROE Ra n g e F VR Q R

l0 .00%* 5.69%TEP lBu1k1ey)1

5.00%

5.00%

5.20%

N/A

9.2% - 9.5%

8.9% - 9.7%

7.91% - 9.65%

Ma x 9.50%

S ta ff(P a rce ll)2

DoD/FEA lGoIIIn3nl2

RUCO (Mease)2

Wa l-Ma rt (Tlllma I1)2

*l0.35% in Direct, revised to 10.00% in Rebuttal.

Sources:

STEP Ann Bulkley Direct at 3.

ZTEP Ann Bulkley Rebuttal at 3, Table 1.

1 9.2% to 9.5%. No non-Compa ny ra te  of re turn witne ss  re comme nde d a n ROE a bove  9.5%.

2 The  overwhe lming record evidence  in this  case  proves  tha t the  Se ttlement ROE of 9.75% and

3 FVROR of 5.34% are  excessive  and should be  re jected.

4 The  summary of the  witnesse s ' recommended ROEs and FVRORs is  shown be low in

5 Table  1.

6 An ROE re flecting an Origina l Cos t ROE of 9.75% and an FVROR of 5.34% provides

7 TEP with an e ffective  ROE of 10.5%.5 A 10.5% ROE is  amongst the  highest authorized ROEs

8 for an integra ted e lectric utility company in the  la s t seven yea rs .6 The  record evidence  shows

9 tha t a uthorize d ROEs  for e le ctric utilitie s have ranged from 9.58% ~to 9.8% most recently, and

5a ) ROR = Se ttlement Req. Ope ra ting Income  +OCRB
$2,045.2 million.

7.427% = $151.9 million

b) ROR Less  Weighted Debt Cost (2.159%) Z (49.97% X 4.32%) 1 7.427% _ 2.l59%.
C) (7.427% 2.159%) + Common Equity Weight of 50.03% Z 10.53%.
Gorma n Dire ct, Exhibit MP G-13.
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1 these  authorized ROEs have  supported improvements  to utilitie s ' credit ra tings  and access  to

2 substantia l amounts  of capita l to fund la rge  capita l programs a t reasonable  te rms and prices .7

3 A s e ttle me nt tha t conta ins  a n e xce s s ive  ra te  of re turn is  not ba la nce d a nd fa ir, a nd would

4 produce ra tes that are not. just and reasonable .

5 II.  C O S T O F  C O MMO N E Q UITY

6 DoD/FEA filed te s timony on ROE and proposed capita l s tructure  tha t will support a  fa ir

7 compe nsa tion for TEP 's  inve s tme nt risk a nd will pre se rve  the  Compa ny's  fina ncia l inte grity

8 and credit s tanding while  finding an equitable  ba lance  be tween cus tomers  and sha reholde rs ,

9 recognizing the  rea lity of the  economic ha rdships  of TEP 's  cus tomers .

1 0 The  re comme nda tions  of inte rve ne rs  re fle ct curre nt ma rke t conditions  unde r which

11 utilitie s , including TEP, have  s trong and improving credit ra tings  and a re  able  to access  capita l

1 2 a t low cos ts . TEP  Witne s s  Ann Bulkle y's  re comme nda tion of 10.35%, re vise d to 10.00% in

1 3 rebutta l, a s  we ll a s  TEP 's  requested fa ir va lue  increment of 1.42%,8 is  unrea lis tic and infla ted.

1 4 As DoDHTEA witne ss  Micha e l Gorma n te s tifie d, the  principa l fla ws  in TEP  witne ss  Bulkle y's

1 5 analysis  a re  tha t: (1) her constant growth DCF model is  based on excessive  and unsusta inable

1 6 growth e s tima te s , (2) he r multi-s tage  DCF is  ba sed on an unrea lis tic gross  domes tic product

1 7 ("GDP ") e s tima te , (3) he r CAP M a ssume s  infla te d ma rke t risk pre miums , (4) he r bond yie ld

1 8 plus  risk pre mium mode l is  ba se d on infla te d e quity risk pre miums , a nd (5) he r risk pre mium

1 9 studies are  based on sta le  Treasury yie lds. 9 Due to these  errors, Ms. Bulkley's  recommendation

20 s ignificantly ove rs ta te s  TEP 's  marke t cos t of equity.

714.
8Bulk1ey Direct a t 3 and Bulkley Rebutta l a t 80.
Gorman Direct a t 54.
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1 II.A. Ma rke t Co n d itio n s

2 In se tting ROE, it is  importa nt to cons ide r curre nt ma rke t conditions . The  e vide nce  in

3 th is  ca s e  s hows  tha t the  ma rke t continue s  to  e mbra ce  the  utility indus try a s  a  low-ris k

4

5

inves tment, tha t utilitie s  have  been able  to access  la rge  amounts  of capita l a t low cos t to fund

large  capita l programs and tha t the  industry's  credit outlook is  s table .10

6 Mr. Gorman began his  investiga tion by reviewing industry credit ra ting assessments  by

7 S ta nda rd & P oor's  ("S &P ") a nd Moody's . S &P  a nd Moody's  both ra te  the  utility indus try a s

8 "Stable". 11

9 Mr. Gorman a lso concluded tha t utility s tocks  have  cons ide rably le ss  vola tility than the

1 0 overa ll marke t and moved in a  more  s table  and predictable  trading range , cons is tent with the

11 low-ris k na ture  of e le ctric utility inve s tme nts ."

1 2 DoD/FEA's  evidence  a lso proves  tha t capita l marke t costs  a re  low for utility companies ,

1 3 which re fle cts  tha t such compa nie s  a re  pe rce ive d a s  low-risk by ma rke t pa rticipa nts . This  is

1 4 illus tra te d by Mr. Gorma n in his  Exhibit MP G-14. In this  e xhibit, Mr. Gorma n s howe d tha t

1 5 Moody's  A-ra te d, such a s  TEP , public utility bond yie ld spre a ds  curre ntly a nd in 2016 we re

1 6 lower than the  spreads over the  36-year average period. 13 This is  an indication that public utility

1 7 bond yie lds  a re  re la tive ly low in comparison to marke t bond yie lds , providing proof tha t utilitie s

1 8 have  access  to low-cos t capita l in this  marke t." Access  to low-cos t capita l is  a lso appa rent by

19 comparing utility bond yie lds  to corpora te  bond yie lds . In 2016, Baa  utility bond yie lds  traded

10141. at 5-9.
1114.
1214. at 8-9.
13G0>man Direct, Exhibit mpG-14.
"Gorma n Dire ct a t 42.
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1 a t a  discount to tha t of Baa  corpora te  bond yie lds , aga in showing tha t utilitie s ' cos t of capita l is

2 lower than that of Baa rated general corporate  issues.15

3 Mr. Gorma n's  re vie w thus  de mons tra te s  tha t ma rke t conditions  a re  fa vora ble  for the

4 utility indus try ge ne ra lly. The  sa me  is  true  of TEP  spe cifica lly. TEP 's  corpora te  bond ra tings

5 from S&P and Moody's  a re  BBB+ and AS, respective ly.16

6 II.B. Th e  P ro xv Gro u p

7

8

A utility's  cos t of e quity is  the  re turn tha t inve s tors  re quire  to inve s t in  the  utility.

Inve s tors  e xpe ct to a chie ve  this  re turn through divide nds  a nd a ppre cia tion in s tock price .'7

9 Because  a  utility's  cost of equity is  not directly observable , it is  necessary to estimate  the  proper

1 0 re turn through the  use  of financia l models  such as  the  ones utilized by Mr. Gorman in this  case .

11 These  models , in tum, are  applied to a  proxy group of publicly traded companies tha t are  similar

1 2 in tota l ris k profile  to TBP ." Mr. Gorman reviewed Ms . Bulkley's  proxy group and concluded

1 3 tha t he  did not ha ve  sufficie nt informa tion to confirm tha t he r proxy group complie d with he r

1 4 se lection crite ria . Further, in an upda ted ana lys is , Ms. Bulkley's  proxy group would be  reduced

1 5 to  10  compa nie s  due  to  re ce nt me rge r a nd  a cquis ition  ("M&A") a ctivitie s . There fore ,

1 6 Mr. Gorman deve loped his  own proxy group, which is  ba sed on the  following crite ria :

1 7 • Have  inves tment grade  credit ra ting from S&P and Moody's .

1 8 • Have  consis tently pa id dividends  over the  la s t two years .

1 9

2 0

• Have  pos itive  consensus  ana lys ts ' growth ra te s  from a t lea s t one  of Mr. Gorman's
sources : Zacks , SNL Financia l, and Reute rs .

15Gorman Direct, Exhibit mpG-14.
16Gorman Direct a t 10.
1714.a t 16.
1814. at 17.
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1

2

• Ha ve  not be e n involve d in re ce nt me rge r a nd a cquis ition ("M&A") tra nsa ctions  or
bankruptcy proceedings .

3
4

Are classified as Regula ted (80%+ of tota l asse ts  are  regula ted) or Mostly Regula ted
(50%-80%) by the  Edison Ele ctric Ins titute  ("EE1").'9

5 II.C. Mr. Gorman's Recommgndatiqn

6 Mr. Gorman's  recommenda tion in this  case  is  based on Discounted Cash Flow ("DCF")

7 ana lyses , a  Risk Premium ana lys is , and a  Capita l Asse t Pricing Mode l ("CAPM") ana lys is . His

8 re comme nde d ROE ra nge  ba s e d  on  h is  mode ls , h is  cons ide ra tion  of ma rke t da ta , a nd  h is

9 profess iona l judgment is  8.90% to 9.70%, with'a  midpoint of 9.30%.20

10 II.C.1 . DCF Mo d e ls

11 DCF mode ls  a re  bas ed on the  as s umption tha t a  current s tock price  repres ents  the  pres ent

12 va lue  of a ll future  ca s h flows . Ce ntra l to a  DCF a na lys is  is  the  divide nd growth ra te  us e d in the

13 mode l.  All th ings  be ing  e qua l,  the  h ighe r the  g rowth  ra te ,  the  h ighe r the  ROE  the  mode l

14 suggests. Mr. Gorman utilized three types of DCF models: a constant growth DCF, a

15 s us ta ina ble  growth DCF, a nd a  multi-s ta ge  DCF.

16 II.C.1.a. Constant Growth DCF Model

17 A cons ta n t g rowth  DCF mode l a s s ume s  tha t d ivide nds  a nd  e a rn ings  will g row a t a

18 cons ta nt ra te . The  inputs  to the  mode l a re  a  curre nt s tock price , a n e xpe cte d divide nd, a nd a n

19 e xpe cte d growth ra te  in divide nds . For the  curre nt s tock price  input, Mr. Gorma n us e d a n

20 a ve ra ge  s tock price  be ca us e  a ve ra ge  price s  a re  le s s  s us ce ptible  to ma rke t va ria tions  tha n s pot

'G o rm a n  Dire c t a t 18.
20141. at 3 .
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1 price s . Specifica lly, Mr. Gorman used the  ave rage  of the  weekly high and low s tock price s  of

2 the  utilitie s  in the  proxy group over a  13-week period ending on May 13, 2016.21

3 For the  divide nd input, Mr. Gorma n s ta rte d with the  mos t re ce ntly pa id a nnua lize d

4 quarte rly dividend as  reported by Value  Line , adjus ted to a ccount for ne xt Ye a r's  growth."

5 With re spe ct to the  divide nd growth ra te , ofte n the  mos t conte ntious  fa ctor in a DCF

6 mode l, Mr. Gorman used consensus  ana lys ts ' e a rnings  growth e s tima te s  from three  sources ,

7 Zack's , SNL, and Reute rs  a s  of May 13, 2016.23 Based on these  consensus  projections , the
r

8 a ve ra ge  growth ra te  us e d for the  proxy group is  5.09%.24 As  e xpla ine d in Mr. Gorma n's

9 te s timony, cons e ns us  a na lys ts ' g rowth  p ro je c tions  a re  the  be s t me a s ure  o f inve s to r

1 0 expecta tions.

11 The  results  of Mr. Gorman's  constant growth DCF model show an average  and median

1 2

1 3

constant growth re turn for the  proxy group of 8.71% and 8.70%, respective ly, for the  13-week

analysis. z5

1 4 Ms . Buckle y a rgue s  tha t Mr. Gorma n's  a s s ume d growth ra te  is  too low due  to two

1 5 outlie rs  a nd sugge s ts  re moving those  e s tima te s .26 Howe ve r, Mr. Gorma n te s tifie s  tha t this

1 6 biased approach dis torts  the  va lidity of the  DCF mode1.27 Therefore , re lying on median results

17 as Mr. Gonnan has done is a  better approach to measure the central tendency of the proxy group

1 8 results . Further, Mr. Gorman's  assumed growth ra te  (5.09%) is  actua lly higher than consensus

2114. at 24.

2214. at 25.

2314.

2414. at 26.

2514_

26Bulkley Rebuttal  at  59.

27Gorman Surrebuttal at 11.
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1

2

ana lys ts ' projections  of GDP growth (4.20%), which as  expla ined be low is  the  bes t proxy for a

ma ximum long-te rm sus ta ina ble  growth ra te ."

3 II.C.1.b . S u s ta in a b le  Gro wth  DCF Mo d e l

4 Mr. Gorma n a lso pe rforme d a  cons ta nt growth DCF mode l us ing sus ta ina ble  growth

5 ra te s . The  sus ta ina ble  growth mode l is  a n inte rna l growth me thodology tha t is  ba se d on the

6 percentage  of earnings re ta ined by the  utility and not pa id out as  <1ivi<1ends.29 Mr. Gorman's

7 sus ta inable  growth mode l showed an ave rage  sus ta inable  growth ra te  for the  proxy group of

8 4.46% for the  13-week period." These  growth ra tes , in turn, produce  average  and median DCF

9 results  for the  13-week period of 8.06% and 7.72%, respective ly. Ms . Bulkle y disa gre e s  with

1 0 the  use  of the  sus ta ina ble  growth DCF mode l, howe ve r he r conce rns  a re  without me rit. As

11 discussed in Mr. Gorman's  surrebutta l tes timony, the  susta inable  growth methodology is  wide ly

1 2 a cce pte d a nd pa rticula rly re le va nt for the  utility indus try."

1 3 II.C.1.c _multi-Stage Growth DCF Model

1 4 Mr. Gorman a lso performed a  multi-s tage  DCF model, which captures  expecta tions tha t

1 5 a  utility would ha ve  cha nging growth ra te s  ove r time ." Mr. Gorma n's  multi-s ta ge  DCF mode l

1 6 re fle cte d thre e  growth pe riods : (1) a  s hort-te nn growth pe riod of five  ye a rs , (2) a  tra ns ition

1 7 period for yea rs  s ix through ten, and (3) a  long-tenn growth pe riod s ta rting in yea r 11 through

28Gorman Direct a t 27.
2914_ at 28.
3014_
311d.
32Gorman Surrebuttala t 12.
3314_ at 29.

9



1 perpe tuity.34 For the  short-te rm pe riod, Mr. Gorman re lied on the  consensus  ana lys ts ' growth

2 proje ctions  Hom his  cons ta nt growth DCF mode l (5.09%).35 For the  se cond s ta ge  (i.e ., the

3 trans ition pe riod), growth ra te s  were  reduced or increased by an equa l factor, which re flected

4 the  difference  between the  analysts ' growth ra tes and the  GDP growth ra te .36 For the  long-term

5 period, he  used consensus analysts ' projected growth ra te  for the  U.S. GDP (4.20%) as a  proxy

6 for the  ma ximum sus ta ina ble  growth ra te  for a  utility compa ny."

7 Mr. Gorma n use d a  GDP  growth proje ction a s  a  proxy for the  ma ximum sus ta ina ble

8 growth ra te  because , ove r the  long te rm, a  utility cannot be  expected to sus ta in a  growth ra te

9 tha t e xce e ds  the  growth ra te  of the  e conomy into which it s e lls  s e rvice s ." As  Mr. Gorma n

10 te s tifie d:

11
12
13
14
15
16

Utilitie s ' e a rnings /divide nd growth is  cre a te d by incre a s e d utility
inve s tm e nt or ra te  ba s e .  S uch inve s tm e nt,  in  tum , is  drive n by
s e rvice  a re a  e conomic growth a nd de ma nd for utility s e rvice . In
othe r words , utilitie s  inve s t in pla nt to me e t sa le s  de ma nd growth,
a nd  s a le s  g rowth ,  in  tum ,  is  tie d  to  e c onom ic  g rowth  in  the ir
service 81685.39

17 Data  from the  U.S . Depa rtment of Ene rgy Informa tion Adminis tra tion ("EIA") confine s

18 tha t utility growth la rge ly tra cks  the  U.S . GDP  growth ra te ,  but tha t utilitie s  grow a t a  s lowe r

19 pa ce . Inde e d, a s  de mons tra te d by Mr. Gorma n's  Exhibit MP G-9, GDP  growth ha s  outpa ce d

20 utility sa les  growth for more  than a  decade .40

2 1 Mr. Gorma n's  conclus ion is  a ls o s upporte d by a na lys ts  a nd a ca de mic publica tions ,

22 which hold tha t dividends are  genera lly expected to grow a t about the  same ra te  as  the  nominal

3414_ at 30.
3514.
3614
3714. at 32.
3814. at 30.
3914.
40Gorm a n Dire ct,  Exhibit m pG-9.
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1 GDp.41 And it is  supporte d by his torica l da ta  showing tha t, from the  pe riod 1926-2014, the

2 U.S. nominal compound annual growth of the  U.S. GDP exceeded the  growth of the  U.S. s tock

3 marke t. 42 Based on the  foregoing, nomina l GDP growth is  a  reasonable  proxy for the  highest

4 sus ta ina ble  long-te rm growth ra te  of a  utility. If a nything, the  use  of GDP  growth a s  a  proxy

5 overs ta te s  the  prospects  for utility growth.

6 To de te rmine  the  proje cte d growth ra te  for the  U.S . GDP , Mr. Gorma n re lie d on the

7 publica tion Blue  Ch ip  Economic  Ind ica to rs  ("Blue  Ch ip"), which publishe s  conse nsus

8 a

9 conse nsus  of e conomis ts ' vie ws , the y re fle ct a ll curre nt outlooks  a nd a re  the  be s t a va ila ble

1 0 me a sure  of the  ma rke t's  e xpe cta tion of long-te rm GDP  growth.44 S pe cifica lly, Mr. Gorma n

11 used the projected 5- and 10-year average GDP consensus growth rates of 4.20% as an estimate

1 2 of long-term susta inable  growth.45

1 3 Nota bly, Blue  Chip's projected growth ra te s  a re  cons is tent with long-range  forecas ts

1 4 from other sources. For example , the  EIA forecasts  rea l GDP growth through 2040, and its  da ta

1 5 produce s  a  long-te rm nomina l GDP  growth outlook of 4.2%.46 The  Congre s s iona l Budge t

1 6 Office  ("CBO") proje ction ove r the  ne xt 10 ye a rs  is  4 .0%.47 Moody's  Ana lytics  proje cts

1 7 nomina l GDP  growth of 4.1% ove r the  ne xt 30 ye a rs .48 The  S ocia l S e curity Adminis tra tion

Brigham and Joe l F. Houston, Eleventh Edition 2007,
"Gorma n Dire ct a t 31 (quoting Funda me nta ls  of Fina ncia l Ma na ge me nt, Eugene  F.

Thomson South-Western a t 298).
4214 a t 32 and Mornings ta r, Inc., Ibbotson SBBI 2015 Cla ss ic Yea rbook infla tion ra te

of 3.0% a t 91, and U.S . Bureau of Economic Analysis , January 29,
43Gorm a n Dire c t a t 32.
44I4.
45/d.
4614. a t 33, Ta ble  3.
4714_

4814.

2016.
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1 ("SSA") makes  economic projections  out to 2090. Unde r its  inte rmedia te  cos t scena rio for 50

2 yea rs , SSA projects  nomina l GDP growth of 4.5%.49 Fina lly, the  Economis t Inte lligence  Unit,

3 a  divis ion ofThe  Economis t, proje cts  long-te rm nomina l GDP  growth of a pproxima te ly 3.9%

4 out to 2050.50 Based on a ll of this  information, Mr. Gorman assumed a  long-te rm sus ta inable

5 GDP growth ra te  of 4.2%.

6 Mr. Gorma n's  multi-s ta ge  DCF mode l indica te d a n a ve ra ge  ROE of 7.99% a nd a

7 me dia n of 7.89% for the  13-we e k pe riod.51 In he r re butta l te s timony, Ms . Buckle y criticize s

8 Mr. Gorman's  multi-s tage  DCF mode l, because  it is  110 bas is  points  lower re la tive  to his torica l

9 estimates .52 However, Mr. Gorman has clearly expla ined tha t he  re lied on consensus ana lysts '

1 0 es tima te s  tha t provide  re levant informa tion to inves tors .53 Hence , Ms . Bulkley's  a rgument is

11 without me rit.

1 2 II.C.1.d. Summarv of DCF Results

1 3 The  re sults  of Mr. Gorman's  DCF mode ls  a re  a s  follows:

4914.

50I4.
"Gorma n Dire ct a t 35.
"Bulkle y Re butta l a t 62.
53Gorman Surrebuttal a t 13.
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TABLE 2

Sumlna rv of DCF Res ults

Me d ia nDe s c rip tion Average

8.71% 8.70%

8.06% 7.72%

2.89%

Cons ta nt Growth DCF Mode l (Ana lys ts ' Growth)

Cons tant Growth DCF Mode l (Sus ta inable  Growth)

Multi-S ta ge  Growth DCF Mode l 7.99%

8.10%8.25%Average

1 Applying his  profe ss iona l judgme nt in light fa ll a va ila ble  da ta , Mr. Gorma n conclude d

2 tha t these  DCF results  indica te  an ROE of 8.70%, which is  a  reasonable  high-end DCF re turn

3

4

es tima te  primarily based on his  cons tant growth mode l us ing consensus  ana lys ts ' projections

of growth.54

5 II.C.2 . Ris k P re m iu m  Mo d e l

6 Mr. Gorma n a ls o utilize d a  ris k pre mium mode l, which is  ba s e d on the  conce pt tha t

7 inves tors  require  a  higher re turn to a ssume  grea te r risk.55 Mr. Gorman's  mode l was  based on

8 two estimates of an equity risk premium. First, he  estimated the  difference  between the  required

9

1 0

re turn on utility common e quity inve s tme nts  a nd U.S . Tre a s ury bonds  for the  pe riod 1986

through 2016.56 This  produced an average  indica ted equity risk premium of 5.46% with a  five-

11 year rolling average  equity risk premium ranging from 4.25% to 6.71%.57

54Gorman Direct at 36.

5514_ at 36.

5614. at 37.

5714. at 38.
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1 The  s e cond e quity ris k pre mium e s tima te  wa s  ba s e d on the  diffe re nce  be twe e n

2 CCA"

3

regula tory commiss ion-authorized re turns  on common equity and contempora ry Moody's

ra ted utility bond yie lds  for the  pe riod 1986 though 2016.58 This  produced an ave rage  equity

4 ris k pre mium of 4.08%, with a  five -ye a r rolling a ve ra ge  pre mium ra nging from 2.88% to

5 5.53%.59 In order to mitiga te  the  impact of anomalous market conditions and better capture  the

6 risk premium over an entire  business  cycle , Mr. Gorman used the  five-year rolling averages  for

7 both the  Treasury bond and utility bond estimates.60

8 Mr. Gorman's  re commenda tion cons ide rs  both utility security risk and marke t inte re s t

9 ra te  ris k. To be  cons e rva tive , Mr. Gorma n a pplie d 75% we ight to the  high e nd of his  ris k

1 0 premium estimates and 25% weight to the  low end.61 To arrive  a t a  recommended cost of equity

11 from his  risk premium for his  Treasury bond estimate , Mr. Gorman next added a  projected long-

1 2 te rm Treasury bond yie ld of 3.50% (Blue Chev 's 30-yea r projection ) to a  we ighted equity risk

1 3 premium over Treasury yie lds  of 6.09%, which produced a  common equity re turn of 9.60%.62

1 4 with re spect to the  utility bond es tima te , Mr. Gorman added his  ave rage  e s tima ted equity risk

1 5 premium of 4.87% to a  current 13-week average  yie ld on "Baa" ra te  utility bonds  for the  period

1 6 ending May 13, 2016 (4.9l%), re sulting in a  cos t of equity of 9.78%.63

1 7 This  re sults  in a  risk premium es tima te  ove r U.S . Treasury bond yie lds  of 9.60% and a

1 8 risk pre mium ove r "Ba a " utility yie lds  of 9.80%, with a  midpoint of 9.70%.64

5814.
5914.
6014.
6114.
6214. at 43 .
6314.
64I4.

at 37-38.
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1 In he r rebutta l te s timony, Ms. Bulkley a rgues  tha t Mr. Gorman's  risk premium ana lys is

2 is  fla we d be ca use  it is  incons is te nt with the  notion of a n inve rse  re la tionship be twe e n a  risk

3 pre mium a nd inte re s t ra te s .65 Howe ve r, a ca de mic s tudie s  do not support the  e xis te nce  of a

4 s implis tic inve rse  re la tionship. As  Mr. Gorma n te s tifie d:

5

6

7

8

9

10

While  academic s tudie s  have  shown tha t, in the  pas t, the re  has
been an inverse  re la tionship among these  variables , researchers
ha ve  found tha t the  re la tions hip  cha nge s  ove r time  a nd  is
in flu e n ce d  b y ch a n g e s  in  p e rce p tio n  o f th e  ris k o f b o n d
inve s tme nts  re la tive  to  e quity inve s tme nts , a nd  not s imply
changes to interest rates.66

11 Inde e d, e ve n the  s tudie s  cite d by Ms . Bulkle y67 do not support he r conclus ion. For

1 2 example , while  Brigham e t a l. found an inverse  corre la tion be tween risk premiums and inte res t

1 3 ra te s  beginning in 1980, they a lso found tha t the  oppos ite  had been true  prior to tha t time .68

1 4 And a s  discusse d by Robe rt Ha rris , a nothe r a uthor cite d by Ms . Bulkle y, the  Brigha m s tudy

1 5

1 6

"did not provide  direct empirica l proxies  for changes  in equity risks  tha t would expla in changes

in equity risk premier over time ."69

1 7 Ins te a d of a  s implis tic inve rs e  re la tions hip, the  lite ra ture  s hows  tha t ris k pre miums

1 8 change  over time based not only on the  leve l of inte rest ra tes , but a lso on other factors  such as

1 9 the  spre a d be twe e n corpora te  a nd gove rnme nt bond yie lds  a nd the  dispe rs ion of a na lys ts '

20 fore ca s ts .70 The  a ca de mic s tudie s  conclude  tha t "[o]ne  would e xpe ct cha nge s  in me a sure d

2 1 equity risk premier to be  re la ted to changes in perceived riskiness."7' Neither logic nor academic

65Bu1kley Rebuttal a t 69-70.
"Gorma n Dire ct a t 64-65.
6714.
6814.
6914.
7014.
7114.
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1 findings  support Ms. Bulkley's  a sse rtion tha t the  premium investors  require  to purchase  s tocks

2 compared to debt securities  is  based pure ly on the  leve l of interest ra tes .

3 In sum, changes  in risk premiums a re  a ttributable  to changes  in the  pe rce ived re la tive

4 inve s tme nt risk of e quity a nd de bt s e curitie s  ba se d on curre nt ma rke t conditions ." Be ca use

5 Ms. Bulkle y ignore s  inve s tme nt risk diffe re ntia ls  in fa vor of a  s implis tic inve rse  re la tionship

6 be twe e n a n e quity ris k pre mium a nd inte re s t ra te s , he r criticis m of a nd a djus tme nt to Mr.

7 Gorman's  risk premium mode l should be  re jected.

8 Ms. Bulkley a lso a rgues  tha t Mr. Gorman's  use  of a  Ive -yea r rolling average  equity risk

9 pre mium is  not s upporte d by a ny e vide nce . This  a rgume nt is  without me rit a nd s hould be

1 0 re jected because  Mr. Gorman discussed in de ta il in his  direct tes timony the  reasoning for using

a  rolling a ve ra ge  me thodology."

1 2 II. C . 3 .  C AP M

1 3 Mr. Gorma n a ls o ra n a  CAP M a na lys is  to e s tima te  TEP 's  cos t of e quity. CAP M is

1 4 based on the  concept tha t the  marke t-required ra te  of re turn for a  security equa ls  the  risk-free

1 5 ra te  plus  a  risk premium associa ted with the  specific security.74 The  inputs  for Mr. Gorman's

16 CAPM a re  a n e s tima te  of the  ma rke t risk-fre e  ra te , the  compa ny's  be ta , a nd the  ma rke t risk

1 7 pre mium.

1 8 For the  risk-fre e  ra te , Mr. Gorma n use d Blue Chzp 's projected 30-yea r Treasury bond

1 9 yie ld of 3.50%.75 This  is  a  reasonable  proxy for the  risk-free  ra te  because  Treasury securitie s

7214
73Gorman Surrebuttal a t 17.
"Gorma n Dire ct a t 44.
75/d a t 45.
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1 a re  backed by the  full fa ith and credit of the  U.S . gove rnment and thus  have  negligible  credit

2 risk. Moreover, long-te rm Treasury bonds  have  a  s imila r inves tment horizon to common s tock,

3 meaning tha t both re flect investor expecta tions  of long-te rm infla tion.76

4 The  "be ta " is  the  inve s tme nt risk of a  spe cific s tock tha t ca nnot be  dive rs ifie d a wa y

5 when the  s tock is  he ld in a  dive rs ified portfolio." For this  input, Mr. Gorman used the  ave rage

6 Value  Line beta  estimate  for the  proxy group companies of 0.75.78

7 With re spe ct to the  ma rke t risk pre mium, Mr. Gorma n de ve lope d two e s tima te s , one

8 forwa rd looking a nd one  ba s e d on a  long-te rm his torica l a ve ra ge . Mr. Gorma n de rive d the

9 forward-looking estimate  by estimating the  expected re turn on the  S&P 500 and subtracting the

1 0 risk-free  ra te . Mr. Gorman obta ined the  expected re turn on the  S&P 500 by adding an expected

1 1 in fla tion  ra te  to  the  long-te rm h is torica l a rithme tic  a ve ra ge  re a l re turn  on  the  ma rke t.

1 2 Specifica lly, Mr. Gorman used Duff & Phelps 's  average  rea l marke t re turn over the  period 1926

1 3 to 2014 (89%), a nd a dde d tha t to the  curre nt cons e ns us  a na lys ts ' infla tion proje ction a s

1 4 me a s ure d by the  Cons ume r P rice  Inde x (23%), re s ulting in a n e xpe cte d ma rke t re turn of

1 5 l1.40%. Subtra cting the  risk-fre e  ra te  of 3.50% from this  re turn yie lds  a  ma rke t risk pre mium

1 6 of 7.90% for the  forwa rd-looking ana lys is .

1 7 For the  his torica l e s tima te  of the  ma rke t risk pre mium, Mr. Gorma n s ta rte d with Duff

1 8 & Phelps 's  estimated arithmetic average  of the  achieved tota l re turn on the  S&P 500 from 1926

1 9 to 2014 (12.1%) and subtracted the  tota l re turn on long-te rm Treasury bonds  (6.1%).80 This

20 re sults  in a  ma rke t risk pre mium of 6.0%. The  a ve ra ge  of Mr. Gorma n's  two ma rke t pre mium

7614.

7714 at 44.

7814. at 46.

7914. at 46-47.

80141 at 47.
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1 es tima tes  is  thus  7.0% (6.0% to 7.9%).81 Mr. Gorman confirmed the  ve racity of his  e s tima tes

2

3

by comparing them to Mornings ta r's  marke t risk premiums, which a re  in the  range  of 6.3% to

7.0%.82 This  is  evidence  tha t Mr. Gorman's  marke t risk premiums a re  reasonable .

4 Mr. Gorman's  CAPM ana lys is  produces  a  re turn in the  range  of 8.01% to 9.44%. Due

5 to the  re la tive ly low his torica l le ve l of ris k-fre e  ra te s , Mr. Gorma n conclude d a  re a s ona ble

6 CAPM cost of equity es timate  is  9. l%, giving 75% weight to his  high-end es timate .83

7

8

In addition to the  inverse  re la tionship a rgument discussed above , Ms. Bulkley criticizes

Mr. Gorma n's  his torica l ma rke t risk pre mium for not re fle cting the  curre nt ma rke t conditions .

9 As  dis cus s e d in Mr. Gorma n's  s urre butta l te s timony, this  a rgume nt is  without me rit. Mr.

1 0 Gonna n filly ca pture s  the  curre nt ma rke t conditions  by giving 75% we ight to his  high-e nd

11 e s tima te s .84 Furthe r, Ms . Buckle y re sponde d to Mr. Gorma n's  criticism of us ing a  forwa rd-

1 2 looking e xpe cte d re turn by s imply s ta ting tha t tha t wa s  the  me thodology e ndors e d by the

1 3 Fe de ra l Ene rgy Re gula tory Commis s ion ("FERC"). Howe ve r, a s  Mr. Gorma n te s tifie s , he r

1 4 forwa rd-looking ma rke t re turn is  ba se d on ove rs ta te d growth ra te  e s tima te s  a nd should be

1 5 f€jected-**5

**nd.

8214. a t 48-49 .
8314 a t 49 .

84Gorman Sunebuttala t 15.
8514. at 16.
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TABLE 3

Results of Mr. Gorman's ROE Analysis

De s c rip t io n Re s u lts

8 .7%DC F

Ris k P re m ium 9 .7 %

9 .1 %C AP M

1 II.C.4. Summarv of ROE Analvses

2 The results  of Mr. Gorman's  analyses are  se t out be low:86

3 Based on the  re sults  of the se  ana lyses , Mr. Gorman's  recommended range  for TEP 's

4 ROE is  8.90% to 9.70%, with a  midpoint of 9.30%. The  low end of this  range  is  based on the

5 DCF and CAPM results , while  the  high end is  the  based on the  risk premium s tudies . An ROE

6 of 9.30% would fa irly compensa te  inves tors  for TEP 's  tota l inves tment risk. And, a s  se t out in

7 de ta il in Mr. Gorma n's  te s timony, it would pre se rve  TEP 's  fina ncia l inte grity a nd support a n

8 inve s tme nt gra de  bond ra ting for the  Compa ny. Mr. Gorma n's  ROE re comme nda tion should

9 be adopted.

10 II.D. Ms. Bulklev's Recommendation

11

12

In he r dire ct te s timony, Ms . Bulkle y re comme nde d a  ra nge  of 10.00% to l0.60%, with

a  point e s tima te  of 10.35%, a nd a  fa ir va lue  incre me nt of l.42%.87 S imila rly, the  Compa ny's

13 re vis e d ROE propos a l of 10.00% is  unre a s ona ble  a nd s hould be  re je cte d. Ms . Bulkle y's

86Gonna n Dire ct a t 50.
**7Bu1k1ey Direct a t 3.
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1 recommended re turn for TEP subs tantia lly exceeds  a  fa ir ra te  of re turn and its  current marke t

2 cos t of equity capita l. The  flaws  in Ms . Bulkley's  e s tima te s  a re  expla ined be low.

3 II.D.1. Constant Growth DCF

4 Ms. Bulkley' s  constant growth DCF assumes an unreasonable  growth ra te  for her proxy

5 group of 5.55%, which is  subs ta ntia lly highe r tha n a na lys ts ' growth outlooks , e ve n ove r the

6 ne xt thre e  to five  ye a rs ."

7 Ms . Bulkle y's  cons ta nt growth DCF mode l produce s  ROE e s tima te s  in the  ra nge  of

8 9.29% to 9.59%, with a  midpoint of 9.45%. These  results  should be  considered as  reasonable

9 high-end estimates, because  they are  subject to an excessive  growth ra te .

10 II.D.2 . Mu lti-S ta g e  Gro wth  DCF

11 Ms. Bulkley's  multi-stage DCF results  are  illogical and suspect because  she uses a  lower

12 growth ra te  of 5.40% re la tive  to the  a ve ra ge  growth ra te  in he r cons ta nt growth DCF mode l,

13 but produces  highe r multi-s tage  DCF re turns . As  such, he r multi-s tage  DCF s tudy appea rs  to

14 be  unre a sona ble .

15 Mos t importa ntly, Ms . Bulkle y's  multi-s ta ge  DCF mode l us e s  a n infla te d long-te rm

16 growth ra te . To come  up with he r long-te rm ra te  input, Ms. Buckley s imply takes  the  his torica l

17

18

GDP growth ra tes  for the  period from 1929 to 2014 and adds a  current infla tion ra te  to crea te  a

nomina l GDP  growth ra te .89 The  his torica l re a l GDP  growth ra te  is  3.25%, a nd Ms . Bulkle y

19 used an infla tion ra te  of 2.09%. This  produces  a  5.40% nomina l GDP growth ra te . As  an initia l

"Gorma n Dire ct a t 56.
89Bulk1ey Direct a t 28.

20



TABLE 4

GDP Projec tions

No m in a l
GDP

GDP
In fla tio n

Re a l
GDPDes c rip tion

5.40%
4.20%
4.20%

3.3%
2.1%
2.1%

2.1%
2.1%
2.0%

Ms . Bulkle y
Consensus Economists  (5-Year)
Consensus Economists  (10-Year)

1 ma tte r, Ms . Bulkle y fa ils  to e xpla in the  ba s is  of he r a s s umption tha t a  his torica l re a l GDP

2 growth ra te  is  a ppropria te  for proje cting future  growth. The  world e conomy ha s  cha nge d a

3 great deal since 1926, and Ms. Bulkley has provided no credible  evidence that the U.S. economy

4 will s imply grow a t the  exact same ra te  in the  future  tha t it has in the  past. Nor has she  provided

5 evidence  tha t inves tors  expect the  his torica l ra te  to preva il in the  future .

6 Furthe r, Ms . Bulkle y's  us e  of a  his torica l re a l GDP  growth ra te  is  infla te d in light of

7 current economic outlooks . As  Mr. Gorman demonstra ted in the  following cha rt, Ms. Bulkley's

8 his torica l rea l GDP growth ra te  is  s ignificantly higher than independent consensus  economists '

9 projections  of long-te rm GDP growth in the  future .90

1 0 Ms . Buckle y ca n cite  no a na lys ts ' proje ctions  of long-te rm GDP  growth tha t a re

11 cons is te nt with he r infla te d e s tima te . Be ca us e  he r his torica lly de rive d GDP  growth ra te

1 2 ove rs ta te s  future  long-te rm growth, Ms . Bulkle y's  multi-s ta ge  DCF mode l ove re s tima te s  the

1 3 cos t of equity for the  proxy group.

1 4 For a ll these  reasons , Ms . Bulkley's  multi-s tage  DCF mode l produces  an exagge ra ted

1 5 re turn es timate . Mr. Gorman tes tified tha t Ms. Bulkley's  mode l could be  corrected if consensus

9°Gorman Direct at 59.
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1 economis ts ' projections  were  used for the  GDP growth ra te . This  reduces  Ms. Bulkley's  multi-

2 stage  DCF estimated re turn from 9.62% to 8.68%.91

3 II.D.3 . C AP M

4 Ms . Bulkle y's  CAP M a na lys is  is  fla we d be ca us e  it us e s  a n  infla te d  ma rke t ris k

5 premiums of l0.33%, 9.85% and 8.61%.92 These  premiums are  based on a  marke t DCF re turn

6 of 13.41%. The  DCF re turns , in turn, include  s tock marke t index growth ra tes  of approximate ly

7 11.23%.93 As expla ined in Mr. Gorman's  tes timony, the  DCF model requires  the  use  of a  long-

8 te rm sus ta ina ble  growth ra te , but a  growth ra te  of 11.23% is  fa r too high to be  a  re a sona ble

9 outlook for sus ta ina ble  long-te nn s tock ma rke t growth.94 Inde e d, the se  ra te s  a re  more  tha n

1 0 double  conse nsus  e conomis ts ' proje ctions  of GDP  growth (4.20%). Mr. Gorma n a lsO ta ke s

11 issue  with Ms. Buckley's  risk-free  ra tes  because  they a re  a lmost a  year old.

1 2 Because  Ms. Bulkley's  long-te rm marke t growth ra te  e s tima tes  a re  unreasonably high,

1 3 he r CAP M a na lys is  produce s  a n infla te d re turn. Mr. Gorma n te s tifie d tha t Ms . Bulkle y's

1 4 CAP M a na lys is  could be  a djus te d to provide  a  more  re a s ona ble  re s ult. S pe cifica lly, us ing

1 5 (i) Ms . Bulkley's  upda ted current (2.72%), nea r-te rm (3.15%) and projected (4.50%) risk-free

1 6 ra te s , (ii) be ta  e s tima te s  of 0.696 (Va lue  Line ) a nd 0.767 (Bloombe rg), a nd (iii) a  ma rke t

1 7 pre mium of 7.0%, which is  the  highe s t Mornings ta r e s tima te , re s ults  in a  CAP M e s tima te d

1 8 re turn no higher than 8.8%.95

92Bulkley Direct, Exhibit AEB-5 .
93Gorman Direct at 62 .
9414.
95Gonnan Direct at 63 .
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1 II.D.4. Bo n d  Yie ld  Ris k P re miu m

2 Ms . Bulkle y a ls o  ra n  a  bond  yie ld  ris k p re mium mode l, wh ich  is  ba s e d  on  he r

3 assumption that there  is  an inverse  re la tionship between the  level of interest ra tes and the  equity

4 ris k pre mium. Ms . Buckle y s ta rts  with a n a ve ra ge  e le ctric ris k pre mium of 5.65% ove r the

5 pe riod J a nua ry 1980 to s e cond qua rte r of 2015. Howe ve r, ba s e d on the  a s s ume d inve rs e

6 re la tionship, Ms. Bulkley applies  a  regress ion ana lys is  to Treasury bond yie lds  to increase  this

7 risk pre mium to a  ra nge  of 5.86% to 6.82%, which re sults  in ROE e s tima te s  in the  ra nge  of

8 9.91% to 10.66%.96

9 As  dis cus s e d a bove , Ms . Bulkle y's  a s s umption of a  s imple  inve rs e  re la tions hip is

10 ina ccura te . Aca de mic findings  support the  common-se nse  notion tha t inve s tors  look a t the

11 tota lity of risk whe n de ciding whe the r to purcha se  a  s tock or a  de bt se curity a nd do not re ly

12 exclusive ly on the  leve l of inte res t ra tes . Accordingly, Ms. Bulkley's  a ttempt to use  a  regress ion

13 a na lys is  to incre a s e  the  ris k pre mium s he  ca lcula te d s hould be  re je cte d. App lying  Ms .

14 Bulkle y's  a ve ra ge  e quity risk pre mium over Treasury yie lds  of 5.65% to Ms . Bulkley's  current

15 consensus  Treasury yie ld of 3.50%, will produce  a  CAPM re turn of 9.15%.97

16 II.E . S u m m a ry o f ROE

17 For a ll of the  foregoing reasons , Ms. Bulkley's  recommenda tion should be  re jected.

18 DoD/FEA reques ts  tha t the  Commiss ion adopt Mr. Gorman's  recommenda tion of an ROE of

19 9.30% for TEP .

96Exhibit AEB-6.
97Gorman Direct at 65 .
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1 II.F. Fin a n c ia l In te g rity

2 Mr. Gorman also assessed the  reasonableness of his recommended ROE of 9.3%

3 based on S&P key credit ra ting financia l ra tios . Mr. Gorman concluded a t his  recommended

4 ROE, the  Company's  proposed embedded cost of debt and actual test-year end capita l

5 s tructure , TEP  will support its  inves tment grade  bond ra ting."

6 II.G. Ca p ita l S tru c tu re

7

8

TEP's proposed capita l s tructure  consists  of 50.03% common equity capita l and 49.97%

long-term debt.99 Mr. Gorman disputes TEP's proposed capita l s tructure  because  it is  not based

9 on actua l capita l s tructure  weights  a t the  end of the  tes t-year period. Alte rna tive ly, he  proposes

1 0 a  capita l s tructure  consis ting of 48.69% common equity and 51 .31% long-te rm debt capita l as

11 provided by the  Company on Schedule  D-1 .

1 2 In his  re butta l te s timony, Mr. Gra nt e xpla ine d tha t the  two de bt is sua nce s  tha t we re

1 3 removed from the  actua l long-te rm debt ba lance  a re  "known and measurable" and should be

1 4 re flected in the  Company's  proposed capita l s tmcture .100 However, Mr. Gorman expla ined in

1 5 gre a t de ta il in his  dire ct a nd s urre butta l te s timonie s  tha t TEP 's  a ctua l ca pita l s tructure  ha s

1 6 supported the  Company's  s trong inves tment grade  credit ra ting while  a llowing TEP to access

1 7 exte rna l capita l a t rea sonable  price s  to support its  capita l improvement programs. The re fore ,

1 8 the re  is  no jus tifia ble  re a son to incre a se  the  Compa ny's  common e quity ra tio a nd infla te  the

1 9 revenue  requirements .

9814. at 53-54.
99Grant Direct at 12 and Schedule D-1, page 1.

l°°Grant Rebuttal at 8.
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1 Ms. Buckley a lso criticize s  Mr. Gonnan's  proposed capita l s tructure  primarily because

2 he compared his  recommendation to the  capita l s tructure  of the  proxy group companies instead

3 of the ir ope ra ting subs idia rie s .10l While  Mr. Gorman does  not dispute  the  fact tha t comparing

4 his  re comme nde d ca pita l s tructure  to the  ca pita l s tructure s  of the  proxy group ope ra ting

5 subs idia rie s  provides  a  reasonable  compara tive  bas is , he  disagrees  with Ms. Bulkley tha t it is

6 inappropria te  to us e  the  proxy group capita l s tructure  when de te rmining the  reas onablenes s  of

7 his  recommendation because  these  a re  the  companies  used to de te rmine  a  fa ir re turn for TEP

8 based on the  companies ' credit ra ting as  a  risk-comparable  screening crite ria . Furthe r, e lectric

9 utility s ubs idia rie s  a ls o s how tha t ca pita l s tructure s  do not include  a s  much a s  e quity a s

10 propose d by TEP . Mos t importa ntly, Mr. Gorma n pre se nts  ma rke t e vide nce  tha t shows  tha t

11 TEP 's  actua l capita l s tructure  mix is  adequa te  to support the  Company's  access  to capita l and

12

13

its  curre nt inve s tme nt bond ra ting. The re fore , TEP 's  proposa l to incre a se  its  a ctua l common

equity ratio should be rejected.102

14 II.H.  Fa ir  Va lu e

15 Ms. Bulkley's  e s tima te  of an FVROR for TEP is  flawed because  it does  not accura te ly

16 me a s ure  ma rke t pa rticipa nts ' re quire d cos t of ca pita l for TEP , or a lte rna tive  compa ra ble

17 inve s tme nt ris k utilitie s . Ra the r, Ms . Bulkle y's  FVROR is  la rge ly drive n by proje ctions  of

18 Tre a s ury bond yie lds  five  to te n ye a rs  into the  future , ra the r tha n curre nt obs e rva ble  cos t of

19 capita l for TEP and othe r e lectric utilitie s  in the  current capita l marke t, or in the  capita l marke t

20 projected to preva il during the  pe riod TEP 's  ra te s  will be  in e ffect.103 Using Ms. Bulkley's  own

101Gorman Surrebuttal at 19.
102Gorman Surrebuttal at 20.
10314. and Exhibit mpG-23, Page 2.
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1 me thodology, but s ubs titu ting curre nt obs e rva ble  Tre a s ury bond yie lds , a nd Tre a s ury bond

2

3

yie lds  proje cte d by inde pe nde nt e conomis ts  ove r the  e xpe cte d ra te -e ffe ctive  pe riod for this

proceeding, demons tra te s  tha t an FVROR should be  no highe r than 5.1%.104 This  evidence

4 cle a rly s hows  tha t TEP 's  origina l re que s te d F VR O R of 5 .69% a nd the  s e ttle me nt FVROR of

5 5.34% are  excessive and should be re jected.

6 Ms. Bulkley recommends  an FVROR of 5.69% to be  applied to TEP 's  Fa ir Va lue  Ra te

7 Ba se  ("FVRB") of $2.9 billion, which is  the  we ighte d a ve ra ge  of the  Origina l Cos t Ra te  Ba se

8 ("OCRB") of $2.1 billion (50%) and the  Recons truction Cos t New, Deprecia ted ("RCND") ra te

9 base  of $3.7 billion (50%). This  me thodology re sults  in a  fa ir va lue  increment of 0.54% to the

10 Compa ny's  ROR-ORCB 0f7.34%.105

11 Mr. Gorman tes tifies  tha t it is  not appropria te  to add an incrementa l ra te  of re turn to the

12 ROR-OCRB to s upport a  highe r re que s te d ope ra ting income  be ca us e  inve s tors  s hould be  fa irly

1 3 compe ns a te d us ing e ithe r the  origina l cos t or a  fa ir va lue  me thodology. S pe cifica lly, Mr.

14 Gorma n s ta te s :

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

The  prima ry diffe re nce  be twe e n a n ROR-OCRB a nd a n ROR-FVRB re la te s  to
compe ns a ting inve s tors  for the  e xpe cte d inve s tme nt growth. In a n ROR-OCRB,
the expected growth ra te  in  a s s e t va lue s  is  inc lude d in  the  ra te  of re turn  a nd
inve s tors  a re  compe ns a te d  fo r th is  g rowth  in  the  u tility's  ope ra ting  income .
Conve rs e ly, in  a  fa ir va lue  me thodology, e xpe c te d growth in  the  va lue  of the
a s s e ts  is  picke d up in the  growth to the  ra te  ba s e  its e lf, a nd not in  the  ra te  of

,

Eve n  though  Mr. Gorma n  d is a gre e s  with  the  Compa ny's  a pp lica tion  o f the  fa ir va lue

24 me thodology, he  re vis e s  the  Compa ny's  propos e d 0.54% ra te  of re turn incre me nt to re fle ct his

105Gorman Direct at 70.
106Gorman Direct at 71 .
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1 proposed actua l capita l s tructure , his  recommended ROE of 9.30% and his  upda ted risk-free

2 ra te  of 0.92%, which results  in a  fa ir va lue  increment of 0.18%.107

3 In  he r re bu tta l te s timony, Ms . Bu lkle y c ritic ize s  Mr. Gorma n  fo r u s ing  cu rre n t

4 observable risk-free rates and proposes to give primary weight to the projected risk-free rates.108

5 As Mr. Gorman expla ined, this  is  a  major flaw in Ms. Bulkley's  ana lysis  because  current marke t

6 evidence  is  the  bes t informa tion ava ilable  to marke t pa rticipants  inves ting in TEP utility plant.

7 The re fore  Ms . Bulkle y's  fa ir me thodology s hould be  re je cte d a s  incons is te nt with ma rke t

8 evidence and not a  reasonable  measure  of the  current market cost of equity.

9 111 . COS T OF S ERVICE AND REVENUE ALLOCATION

1 0 DoD/FEA pre se nte d Ma urice  Bruba ke r a s  its  witne ss  on cos t of se rvice  a nd re ve nue

11 a lloca tion. Mr. Brubaker was  cross-examined on his  te s timony on September 9, 2016.

1 2 III.A. Co s t o f S e rvic e

1 3 Mr. Brubaker presented a  de ta iled recita tion of the  process  and the  components  of cost

1 4 of s e rvice  s tudie s , highlighting fic tiona liza tion, c la s s ifica tion a nd a lloca tion. For the  mos t

15 part, there is general agreement among all of the cost of service witnesses in this case as to these

16 various steps and elements.

17 Begirding a t page  20 of his  direct tes timony, Mr. Brubaker outlined the  primary reasons

18 for basing ra tes on cost of service . Those  primary reasons are  to achieve equity, to enhance the

19 opportunitie s  for conse rva tion, and to pe rmit cos t minimiza tion cons is tent with cos t of se rvice

20 and providing economica lly ra tiona l price  s igna ls .

10714. at 73-75.
'08Gorman Surrebuttal at 20.
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1 The  obje ctive  of ba s ing ra te s  on cos t of s e rvice  wa s  a lso supporte d by TEP  witne ss

2 Jones  (Direct Tes timony a t page  4), TEP  witness  Ove rcas t (Rebutta l Tes timony a t page  22),

3 S ta ff witne s s  S olga nick (Dire ct Te s timony a t pa ge  3), RUCO witne s s  Ra diga n (Dire ct

4 Te s timony a t pa ge s  2 a nd 6) a nd Fre e port/AECC/Noble  Ame rica s  witne s s  Higgins  (Dire ct

5 Testimony a t page  3).

6 In te rns  of the  specific cost of se rvice  methodology tha t should be  used in this  case , the

7 witnesses were  essentia lly unanimous that an average and excess ("A&E") methodology should

8 be  employed. (See  Direct Tes timony of TEP  witness  Jones  a t page  4, Rebutta l Tes timony of

9 TEP  witne s s  Ove rca s t a t pa ge  60, Dire ct Te s timony of S ta ff witne s s  S olga nick a t pa ge  20,

10 Dire ct Te s timony of RUCO witne s s  Ra diga n a t pa ge s  2 a nd 6 a nd Dire ct Te s timony of

11 Freeport/AECC/Noble  America s  witness  Higgins  a t page  2). To be  sure , the re  we re  nuances

12 of applica tion of the  A&E methodology, but a s  Mr. Brubaker te s tified during cross-examina tion

1 3 (September 9, 2016 Transcript a t pages 255-256), these  nuances had little  impact on the  overall

14 outcome of the  cost of se rvice  s tudies , so there  was basic a lignment with the  re la tive  degree  of

15 profitability of the  various  customer classes  as  indica ted by these  s tudies .

16 Mr. Bruba ke r note d a t pa ge  3 of his  dire ct te s timony tha t the  A&E me thodology, a nd

17 coincident peak methodologies  a re  the  two genera lly accepted and most wide ly used methods

18 for a lloca ting gene ra tion and transmiss ion fixed cos ts  tha t would be  applicable  to TEP. Given

19 the  high summer demands of TEP re la tive  to demands in other months, there  a lso was genera l

20 agreement that the  peak portions of the  cost of service  study should be based on loads imposed

21 on the  e le ctric s ys te m during the  s umme r pe a k months . This  e xpla ins  why the  diffe re nt

22 varia tions  of ave rage  and excess  concentra ted on e ithe r the  coincident peaks  during the  four

23 summer months , or the  non-coincident peaks during the  four summer months .
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1 III.B. Re ve n u e  Allo c a tio n

2 In addition to the  gene ra l agreement on cos t of se rvice  me thodology, the  pa rtie s  a lso

3 generally agreed in a  broad sense that the Large Power Service ("LPS") class was being charged

4 too much in re la tion to cost of se rvice , and a lso agreed tha t it should rece ive  a  decrease , or an

5 increase less than the system average increase.

6 TEP  witne s s  J one s  e xpla ine d a t pa ge  4 of his  dire ct te s timony the  ra tiona le  for the

7 a lloca tion of the  revenue  increase  tha t TEP was proposing. Essentia lly, a lignment of revenues

8 with cost of se rvice  was the  objective . Company Schedule  A-1 showed tha t as  compared to an

9 overall proposed increase  of 12%, TEP proposed a  16.2% increase  for the  Residentia l class and

1 0 a  27% incre a se  for the  Lighting cla ss , the  two cla sse s  with the  lowe s t re la tive  ra te  of re turn.

11 The LPS class  was proposed to rece ive  a  2.4% decrease , in recognition of its  cost of se rvice  in

1 2 re la tion to current ra te s . Mr. Higgins  (page  26 of Direct) proposed a  decrease  of about 7% for

1 3 the  LPS  cla ss . In te rms  of the  a lloca tion of the  "se ttlement" revenue  requirement, page  18 of

1 4 his  surrebutta l te s timony shows tha t he  proposed approximate ly a  5% overa ll decrease  for the

1 5 LPS class .

1 6 Exhibit HS -4 to S ta ff witne s s  S olga nick's  dire ct te s timony a ls o s howe d a  propos e d

1 7 decrea se  for the  LPS  cla ss . S ta ffs  proposa l in surrebutta l te s timony moved somewha t away

1 8 from this  pos ition, but s till re cognize d tha t the  LP S class wa s  subs ta ntia lly ove r price d, a nd

1 9 should receive  e ither a  decrease , or an increase  that is  well below both the  system average, and

20 the  increase  to the  Residentia l class .

2 1 In his  re joinde r te s timony, TEP  witne ss  Jone s  (se e  Exhibit CAJ-RJ-1, S che dule  H-1,

22 page  1) tota lly reve rsed course  and now proposes  an ove ra ll increase to the  LP S  cla s s . This
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1 move s  in a bsolute ly the  wrong dire ction, a nd is  unre a sona ble . As  Mr. Bruba ke r pointe d out

2 under cross-examina tion (September 9, 2016 Transcript a t pages  249-250), as  the  Company's

3 ca s e  move d from dire ct te s timony to re butta l to re joinde r, its  re ve nue  a lloca tion propos a l

4 became less and less cost-based.

5 During cross -e xa mina tion (Se pte mbe r 9, 2016 Tra nscript, pa ge s  256-257) DoD/FEA

6 witne s s  Bruba ke r e xpla ine d, in re s pons e  to a  que s tion from the  Adminis tra tive  La w J udge

7 ("ALJ"), how the  revenue  a lloca tion recommenda tion in his  te s timony would be  implemented.

8 That recommenda tion was  to mainta in the  Residentia l cla ss  increase  a t the  leve l proposed by

9 TEP  re ga rdle s s  of the  ove ra ll incre a s e  gra nte d, a nd to  proportion down the  re ve nue s  to  be

10 received from the  other customer classes on a  linear (equal proportional) basis . Attached to this

11 brie f a s Atta c hme n t A is  a  s umma ry s howing how this  would work. Two le ve ls  of re ve nue

12 incre a s e  a re  illus tra te d. Firs t, the  non-una nimous "s e ttle me nt incre a s e " of $81.5 million is

13 illus tra te d. Also shown is  the  a lloca tion of the  $67.3 million incre a se  tha t would re sult from

14 the  adoption of the  DoD/FEA recommenda tion conce rning ROE.

15 In orde r to ma ke  me a ningful progre s s  towa rd cla s s  cos t of s e rvice , the  a lloca tion

16 proposa l of DoD/FEA should be  accepted. It moves  toward cos t of se rvice , ye t incorpora te s  a

17 hea lthy dose  of gradua lism. The  above average increase  to the  Residentia l class  is  essentia l to

18 clos ing the  gap. As  Mr. Brubaker expla ined during his  cross-examina tion (September 9, 2016

19 Transcript, page 248) gradualism was part of his proposal, but in interpreting the reasonableness

20 of the  gradua lism proposa l it was  necessa ry to recognize  tha t, unlike  in practica lly every othe r

21 utility, the  Res identia l cla ss  ra te  of re turn was  actua lly nega tive  (or ve ry low depending upon

22 which cos t of se rvice  s tudy is  utilized). S imply s ta ted, TEP 's  proposed revenue  a lloca tion, a s

23 se t forth in its  re joinde r te s timony, fa ils  to make  meaningful movement toward cos t of se rvice
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1 for the  va rious  cus tome r cla s s e s . All pa rtie s  a gre e  tha t move me nt to  cos t of s e rvice  is

2

3

4

appropria te . The  is s ue  is  how be s t to a ccomplis h tha t obje ctive  while  s till obs e rving the

principle  of gra dua lis m. DoD/FEA s ubmits  tha t its  propos a l a s  illus tra te d in Atta c hme n t A

best accomplishes  those  twin objectives .

5 Res tr ed,¢l»§'su't31nitt
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7
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CERTIFICATE OF SERVICE

The  origina l a nd thirte e n (13) copie s  of the  fore going is  be ing tra ns mitte d Fe de ra l
Express  overnight de livery this  27th day of October, 2016, to be  rece ived and filed on the  28*h
day of Octobe r, 2016 with:

6
7
8
9

10

Docket Control Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

1 1

1 2

1 3

1 4

1 5

Copies  of the  foregoing were  a lso transmitted via  regula r U.S . M241/0r e lectronic ma il
to a ll pa rties  on the  se rvice  lis t on this  28*" day of October, 2016 `
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II I'll

Attachment A

Arizona Corporation Commission
Docket No. E-01933A-15-0322

Tucson Electric Power Company

Revenue Increase Allocation Proposal of
the United States Department of Defense and

All Other Federal Executive Agencies
(Dollar Amounts in Millions)

Line Rate Class
Adj. TY

Revenue

(1)

Revenue
after

Increase

(2)

Proposed
Incre_Ase

(3)

Percent
Increase

(4)

"Settlement Increase" of $81 .5 Milton

1

2

3

4

$404.6
249.2
119.2
131 .7

4.7

$470.0
244.3
148.9
121 .9

5.7

$65.4
(4.9)
29.7
(9.9)
1.1

16.2%
-2.0%
25.0%
-7.5%
23.1%5

Residential
General Service
Lg Gen. Service
Lg Pwr. Service
Lighting

6 Total $909.3 $990.8 $81.5 9.0%

"DODlFEA Proposed Increase" of $67.3 Million

7
8
9
10
11

Residential
General Service
Lg Gen. Service
Lg Pwr. Service
Lighting

$404.6
249.2
119.2
131 .7

4.7

$470.0
237.6
144.9
118.5

5.6

$65.4
(11 .6)
25.7

(13.2)
0.9

16.2%
-4.6%
21.5%

-10.0%
19.7%

12 Total $909.3 $976.6 $67.3 7.4%


